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Chapter 6 

IMPLEMENTING A VALUE-ADDED TAX 
IN CERTAIN INDUSTRIES AND ACTIVITIES 

I .  Introduction 

A basic characteristic of a value-added tax is that it functions 
most effectively if it is applied uniformly throughout the entire 
economy. Yet this may not be possible with some forms of activity. 
The application of a value-added tax to the typical manufacturing, 
wholesale, and retailing business is conceptually clear cut, although 
some questions may arise about incidental issues, such as fringe bene- 
fits to employees. In the case of other types of economic activity, 
however, such as banking or farming, or with other organizations, such 
as governmental or nonprofit entities, a value-added tax encounters 
difficult questions of principle and of  implementation. These issues 
are discussed in this chapter i n  the context of a consumption-type 
value-added tax with tax liability determined under the credit method. 

11. Taxation of Services 

A value-added tax is designed to be a general consumption levy on 
all consumer expenditures. Accordingly, expenditures by consumers on 
services, as well as those on commodities, should be subject to tax. 
The failure to tax expenditures on services would favor those persons 
with relatively strong preferences for services, distort consumption 
away from commodities and toward services, and substantially reduce 
the tax revenue available at a given tax rate. Moreover, the taxation 
of all expenditures on consumer services would make the value-added 
tax less regressive. Many, but not all, services are covered under 
the European value-added taxes; most states, however, tax only a 
limited range of consumer services under their retail sales taxes. 
Only Hawaii, New Mexico, and South Dakota include most services in the 
bases of their retail sales taxes. 

One major advantage of the value-added tax over the retail sales 
tax with regard to services is the ability to exclude from tax serv- 
ices rendered to business firms through the tax and credit mechanism; 
services provided to businesses are subject to value-added tax, but 
the business purchasing the services may credit this tax against the 
value-added tax due on its sales. In effect, this tax and credit pro- 
cedure frees services provided to business customers from the value- 
added tax until they are reflected in the retail sale of a good or 
service. State retail sales taxes do not routinely exclude all serv- 
ices provided to businesses. If these services are taxed, business 
firms are given an incentive to provide the services with their own 
employees, rather than to obtain them from firms that specialize in 
providing services. 
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In considering the value-added taxation of services, various 

problems are encountered which make it doubtful that the value-added 
tax could be comprehensively applied to all services. For one thing, 
the control of service establishments for tax purposes is generally 
more difficult than the control of those selling commodities because 
the relationship between purchases of produced goods and sales is 
relatively weak. Accordingly, it is more difficult t o  ascertain the 
correct sales volume of service establishments by reference to their 
purchases. Because many service establishments are relatively small, 
the control function of tax administrators is both difficult and time 
consuming. 

A. Services Clearly Suitable for Taxation 

Several groups of services provided to consumers are clearly 

1. Public utility services, such as electricity, gas, telephone, 

suitable for inclusion within the scope of a value-added tax: 

telex, cable, and probably water service. These services are provided 
by large firms or governmental units that are easy to control. There 
is no inherent objection t o  taxing these services, though some ques- 
tions may be raised about value-added taxation of water because of  its 
"necessary" aspect. If food is zero rated, water probably should be 
as well. 

2.  Services rendered by commercial establishments, many of which 
also sell commodities. Thus, repair services, such as for motor vehi- 
cles, fabrication activities of all types, barber and beauty parlor 
services, and laundry and dry cleaning services, would all be taxed. 
Including these services in the value-added tax would facilitate 
administration and compliance, since these firms would not need to 
segregate their sales of commodities from their providing of  services, 
as they now must do under most state retail sales taxes. 

3 .  Amusement and entertainment services of all forms, including 

4 .  Hotels, motels, other transient accommodations, and restaurant 

social, golf, health, and racquet clubs. 

meals. If residential housing rentals are not taxed, a somewhat 
arbitrary line must be drawn between personal housing and transient 
rental accommodations, probably based on the length of stay. 

video tapes, tools, and appliances. The rental firms would pay tax on 
its purchases of these goods and receive credit for the tax against 
the tax charged on the rentals. 

tectural, and related services. As with other services, business 
firms acquiring these services would receive credit for tax paid on 
the services against tax due on their sales. 

5 .  Rental of taxable durable commodities, such as motor vehicles, 

6 .  Bookkeeping, accounting, legal, consulting, engineering, archi- 
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B. Financial Services 

Under the income tax, taxation of financial institutions presents 
complex and troublesome issues for both the government and the insti- 
tutions; the problems involved in the tax treatment of financial 
activities under the value-added tax are also formidable. 

On the one hand, value added in banking, thrift, and insurance 
activities is no less appropriate for inclusion in the value-added tax 
base than value added in, say, manufacturing. As explained in the 
previous chapter, there also are good reasons why both financial 
institutions and their business customers may favor the full inclusion 
of financial institutions in the value-added tax system. Neverthe- 
less, the practical problems of taxing financial services have led all 
European Economic Community (EEC) countries to exempt the basic lend- 
ing activities of banking, insurance, and related financial establish- 
ments from the value-added tax. 

1. Banking and related institutions. In the manufacture and dis- 
tribution of commodities and many other services, identifying "value 
added" is a relatively straightforward exercise. Particular problems, 
however, arise with respect to banks, savings and loan associations, 
and similar institutions. 

"renters" of money. They "rent" from their depositors, to whom they 
pay interest (or provide free checking accounts), they (at least the 
commercial banks) "create" money through credit expansion, and they 
"rent out" money to borrowers, for which they receive interest, either 
directly or through the purchase of securities. The value added by 
banks and other financial institutions is basically the difference 
between what the banks pay their depositors and the amount received 
from their loans and investments. If their depositors were solely 
business firms already registered for the value-added tax, the banks 
could be charged tax on interest paid to these depositors; the banks, 
in turn, would apply the value-added tax to their "sales", that is, to 
the interest received on their loans, and receive credit for the tax 
paid to their "suppliers" or depositors. In this case, there would be 
little difference from the way the value-added tax applies to 
manufacturers or distributors. 

Banks, in their basic or core activities, are essentially 

There are, however, several complicating factors. 

Many o f  the banks' depositors are not business firms but 
individuals with savings or time deposit accounts. Since these non- 
business depositors would not be registered taxpayers, the banks would 
not be charged value-added tax on the interest paid to non-business 
depositors. To require the business depositors to charge and remit 
value-added tax when individual depositors did not could easily create 
confusion for the bank and the various classes of of depositors. An 
individual, for example, would be treated differently depending on 
whether the deposit account was for "business" or "private" purposes. 



- 5 0  - 
Furthermore, the banks' depositors often do not receive a market rate 
of interest, but various bank services instead, such as checking 
accounts. 

In general, therefore, it would not be desirable to attempt to 
apply the value-added tax to depositors in financial institutions. As 
a consequence, banks would have no value-added tax 011 interest paid on 
their deposits to credit against the value-added tax due on the inter- 
est they would charge on their loans. 111 itself, this is not a 
serious matter; the banks would simply be remitting value-added tax on 
the value added both by themselves and their depositors. Thus, one 
general alternative for the treatment of banks and similar institu- 
tions would be to apply value-added tax to the interest they charge 
their borrowers on new loans. (To apply value-added tax to existing 
loans would cause the banks to suffer windfall losses.) Various ques- 
tions can be raised, however, about doing so. They may be considered 
in reference to the major classes of borrowers. 

(a) Business borrowers. A substantial portion of bank lending is 
to business firms, who would be charged value-added tax on the inter- 
est paid to the bank. These business firms, if they are registered 
taxpayers, would receive credit for the value-added tax paid to the 
bank against the tax due on their sales. It would not be necessary to 
require banks to charge value-added tax on interest received with 
respect to the bank's holdings of corporate bonds. The corporation 
which issued the bond would not pay tax on its interest payments; nor 
would it receive any credit for tax not paid. 

chapter, farmers would not be registered for the value-added tax. If 
farmers were not registered taxpayers, they could not obtain credit 
for any value-added tax paid on interest charged on their borrowing. 
To avoid any cascading of value-added tax, it would be necessary to 
eliminate the tax on the farmers' "purchases." Accordingly, just as 
the purchases by farmers of feed, seed, fertilizer, and farm machinery 
would be free of value-added tax, interest paid by farmers on the 
money which they borrow should be excluded from the tax. 

occurs through the purchase of long and short term debt securities. 
The question is whether value-added tax should be charged on the 
interest paid on government bonds. Ideally, one could argue that tax 
should be charged so that government and private borrowers pay similar 
costs. Charging value-added tax on private, but not government, 
borrowing may be viewed as subsidizing government borrowing. State 
and local governments, however, may object to the imposition of a 
Federal value-added tax on their borrowing costs as a revenue transfer 
from sub-Federal governmental units to the Federal government. Thus, 
there may be pressure t o  exclude borrowing by state and local govern- 
ments from the value-added tax. 

(b) Farmers. Under a proposal made in another section to this 

(c) Governments. Most, but not all, of the lending to governments 
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(d) Consumption loans. Loans to consumers are essentially a 
consumption expenditure that enable persons to consume sooner than 
otherwise. Accordingly, in principle, interest on these loans should 
be subject to value-added tax, along with all interest charges made by 
sellers to customers buying on credit. However, a closer look at the 
issue suggests some problems. Consumer credit can be grouped into two 
major classes. 

is for housing construction and purchase. As discussed in another 
section to this chapter, there is merit, from an equity standpoint, in 
avoiding a heavy value-added tax burden on housing. It may be viewed 
as unacceptable to add a value-added tax to interest paid on home 
mortgages. 

(ii) Other loans. Most other loans, in dollar amounts, are made 
for purchases of consumer durables. The value-added tax should apply 
to the interest on these loans since they are for consumption expendi- 
tures. Some retail sellers frequently include a carrying or finance 
charge in their sales prices, in effect, offering liberal payment 
terms in exchange f o r  a higher price. Since the full sales price 
would be subject to value-added tax, the failure to tax interest on 
consumer loans would discriminate against this category of retailers. 
The alternative of requiring the retailer to separate the finance 
portion of the charge from the basic sales prices of the goods would 
be a major complication. 

Some consumer loans are kruly for hardship purposes, such as when 
a sudden loss of income or increase in emergency expenses (e.g., ill- 
ness) requires one to borrow. Delineation of these from other con- 
sumer loans is virtually impossible, but their existence raises some 
doubt about the general desirability of taxing interest on consumer 
loans. 

Taxation of interest on consumer loans, when that on other loans 
is not taxed, would give rise to some borderline problems. A farmer 
may borrow to improve both his barn and his house. Individuals may 
borrow to buy securities. Some dividing lines can be developed, but 
not without administrative complications. 

the incentive that would be given to persons to borrow for consumption 
purposes from sources other than banks and other registered financial 
institutions. It may be possible to use income tax records to ensure 
that value-added tax is paid on loans from one individual to another. 
This, however, may greatly increase the number of value-added tax- 
payers. The problem is somewhat parallel to the problem of casual 
purchases of goods from other individuals, but there would appear to 
be substantially greater opportunity for this type of substitution of 
loans than for the purchase of goods. 

(i) Housing loans. A substantial portion of all household loans 

A final problem with regard to taxing consumer loans by banks is 
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( e )  International complications. If application of a value-added 

tax to financial institutions is limited to interest on consumer 
loans, there should be no significant international complications. 
Interest paid by foreign borrowers would not be subject to value-added 
tax under the destination principle. Borrowing by U.S. consumers from 
foreign banks would technically be subject to tax and probably could 
be reached by treaty arrangements. 

and of other thrift institutions, there are three major options, the 
third being the closest to the European system, which generally 
exempts financial institutions: 

value-added tax would be a credit for registered business firms 
against their own value-added tax liability. Though this approach 
would subject consumer loans to value-added tax, it would also impose 
a value-added tax on housing loans, as well as farm and government 
borrowing; there are, as noted, objections to taxing these types of 
loans. 

(f) Summary. For the basic or core lending activities of banking 

(i) Apply value-added tax to interest charged on all loans. The 

(ii) Apply value-added tax to interest charged on all loans, but 
zero-rate interest charges on loans to government, farming, and 
housing to avoid imposing additional tax on these sectors. 

loans, but exclude interest charged on housing loans, All other loan 
interest would be exempt, not zero rated. Under this approach, banks 
would be treated as exempt on all of their lending activities, except 
for consumer loans. The primary objection to this approach is that 
banks and other financial institutions would have to distinguish 
between consumption loans and other loans. Ideally, they also would 
have to segregate their purchases related to taxable consumer loans 
from those related to their exempt lending activities. 

As distinct from their core banking functions, financial institu- 
tions also perform various services for which a specific charge is 
made. Some services such as checking accounts with above-minimum 
specified balances are provided free of direct charge, being financed 
by the interest earnings on the depositor’s money. But others are 
subject to a direct charge: rentals of safe deposit boxes, provision 
of printed checks, and brokerage activities. These services can and 
should be taxable. If most interest charges are exempt, the institu- 
tions would still be registered for their secondary activities. 
Establishments rendering taxable financial services would be able to 
credit value-added tax paid on purchases of material and equipment 
against taxes due on charges for brokerage, safety deposit boxes, 
trust functions, and other secondary activities, to the extent that 
the materials and purchases can be attributed to these secondary 
activities. This should not be a difficult procedure for the banks 
since many of these purchases, such as checks or safe deposit boxes, 
are directly related to the services provided. 

(iii) Apply value-added tax to interest charged only on consumer 
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2. Brokerage activities. There is a wide range of brokerage ser- 

vices, involving the sale of securities, real estate, and the like. 
These can be subject to a value-added tax, but the argument may be 
raised that taxing them would interfere with the free functioning of 
capital markets and that these services, such as for the purchase of 
securities, are not truly a consumption expenditure. 

3. Insurance. The value added of an insurance company is roughly 
equivalent to the payments it receives from policyholders for risk 
protection. In the case of a term life insurance policy, which has 
no, or minimal, savings element, value added is approximately equal to 
premium receipts less death benefits paid. For a life insurance 
policy with a cash value, value added would be equal to premium 
receipts less death benefits and the policy's savings component. 
Value added for other forms of insurance, such as automobile and 
health protection, also would be equal to premium receipts less claims 
paid. 

Ideally, a broad base value-added tax could be applied to the 
value added of an insurance company. However, the credit method 
value-added tax does not lend itself readily to insurance company 
taxation. Though the company could certainly charge value-added tax 
on its premium receipts, it presumably would not be charged value- 
added tax by policyholders on amounts received as claims paid. The 
insurance company could possibly act as the withholding agent, but 
there may be substantial public opposition to imposing a value-added 
tax on amounts received on death benefits or health insurance claims. 
For the insurance industry, a subtraction type value-added tax may be 
preferable to the credit method value-added tax, but this, of course, 
would be a substantial departure from the basic credit method system 
that is the focus of this volume. As a second-best alternative, 
exemption of insurance companies may be the soundest policy choice. 

All. Member States of the EEC exempt insurance transactions, as 
allowed by the Sixth Directive. Thus, insurance companies are not 
taxed on the delivery of insurance services, nor are they allowed to 
deduct value-added tax imposed on purchases related to the delivery of 
those services. The effects of exempting insurance would be parallel 
those in the banking and finance area. Though exempt persons and 
final. consumers would benefit from buying insurance on an exempt 
basis, the impact on taxable persons may be adverse because of the 
multiple taxation problem created by not allowing the insurance firm a 
credit for the tax paid on its purchases. Still, given the difficulty 
of measuring value-added in the insurance industry, at least in the 
context of a credit method value-added tax, the best alternative may 
be to exempt, but not zero rate, insurance activities. 

C. Governmental Activities for Which No Charge Is Made 

Most governmental activities are financed through taxation, 
without a specific charge being made to the user of the service. 
Because of the absence of a price for most government services, the 
value-added tax cannot be applied in the usual fashion to traditional 
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government activities. The tax treatment of sales of certain commod- 
ities and services by governmental entities as well as of sales to 
Federal, state, and local governments will be discussed in a separate 
section. 

D. Services That Cannot Effectively Be Taxed for Administrative 

Some services would be suitable for value--added taxation, but they 

1. Foreign travel. A value-added tax should not be imposed on 
expenditures for travel outside the country. The taxation of airline 
tickets for overseas travel would distort consumer buying habits and 
cause American carriers to lose passenger traffic; many U.S. travel- 
lers would simply buy a ticket to the nearest Canadian city and then 
purchase a ticket in Canada for the remainder of the trip. 

Reasons 

cannot be taxed f o r  administrative reasons. These include: 

2 .  Personal service rendered in the home by individual employees. 
There is no feasible way of including this service within the scope of 
the value-added tax, whether the persons are technically employees 
(and thus legally subject to social security withholding) or independ- 
ent contractors, but not established firms. Payments to individuals 
providing household cleaning, babysitting, and lawn and garden ser- 
vices cannot be taxed, except when they are made to commercial estab- 
lishments with a fixed place of business. Some economic distortion 
and inequity would result from failing to tax these services, but 
there is no ideal workable solution. A closely-related problem is the 
widespread "moonlighting" activity in home repair, painting, and 
plumbing by persons who are employees of commercial firms, but who 
also provide these services on their own time. 

E .  Problems in the TKanSpOrtatiOn Fiel'd 

Some problems would arise in applying a value-added tax to trans- 
port services. Some forms of transportation are highly competitive 
with the "do-it-yourself" provision of transport service; the labor 
component of the latter cannot be fully taxed. Other transport is 
highly subsidized by the government. The application of a value-added 
tax to a subsidized service is likely to increase the government 
subsidy with no net revenue consequences. 

1. Freight transport. There is little justification for taxing 
freight transport under a single-stage retail sales tax of the type 
used by the states since it is rendered almost exclusively to business 
firms. But a value-added tax should be applied to freight transport 
since the transport firms would then receive a credit for the tax paid 
on their purchases of equipment, supplies, and fuel. Business cus- 
tomers would receive credit for the tax paid on their purchases of 
freight transport. If transport firms were not subject to value-added 
tax they would not receive a credit on their purchases and there would 
be a break in the tax and credit chain. But even with a value-added 
tax there are some problems. 
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Consider the purchase of transport service by an organization that 

is exempt, not zero rated. Since an exempt entity cannot obtain a 
credit for tax paid on its purchases, the cost of for-hire transport 
would be increased compared to private transport provided by the 
exempt entity itself. As with the purchase of any good or service by 
an exempt entity, this would give the exempt firm an incentive to 
provide its own freight transport service. 

ber of owner-operator truckers, as many as 100,000. Those who work 
under contract for common carriers do not need to be registered from a 
collection standpoint, since their receipts would be included in the 
charge made by the common carrier to the customer. If they are not 
registered, however, they cannot receive a credit for the value-added 
tax paid on their purchases. One solution, which would avoid regis- 
tering these owner-operators, would be to allow the common carriers 
for which they operate to take the credit for the value-added tax paid 
by the owner-operators on their purchases. This, however, would 
require the owner-operators to maintain the records necessary to 
document the purchase credits taken by the common carriers. 

transport would involve a number of administrative difficulties, but 
these do not amount to a compelling reason for excluding transport 
firms from the coverage of tax. 

2. Urban passenger transport. Most urban transport is provided 
either by governmental agencies (transit authorities) or by private 
firms under contract. In either event, there is a substantial subsidy 
element; with some transit systems no more than a quarter of the reve- 
nue comes from passenger fares. If a value-added tax were applied to 
the fares, either the fare net of tax would be reduced to avoid the 
loss of passenger traffic, or, if the fare were increased by the 
amount of the tax, passenger traffic would fall. In either event, the 
required subsidy would be greater. There is nothing inherently wrong 
with this in an economic sense, although it would result in a revenue 
transfer from local governments to the Federal government. To the 
extent that encouraging the use of urban transit to alleviate street 
and road congestion and pollution is considered an important social 
objective, a case can be made for zero rating urban transit, including 
metropolitan area rail and bus commuter service. 

The issue of taxi service is more complex. It is tempting to 
think of taxis as being used primarily by higher income consumers, but 
some of the users are poor and others are business users. Many taxis 
are owner-operated, and it may be difficult to monitor them for tax 
administration purposes. Since zero rating of taxis would pave the 
way for abuse in the purchase and use of motor fuel and vehicles, 
exemption is the best solution. 

3. Intercity passenger service. This type of service should be 
subject to value-added taxation. The arguments for alleviating road 
congestion and air pollution apply with much less force than in the 

Another problem in freight transport arises out of the large num- 

On the whole, the application of the value-added tax to freight 

464-836 0 - 84 - 3 
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case of urban-area transport. Like urban transport, some of this 
transportation, such as that provided by AMTRAK, is also subsidized. 
But AMTRAK provides freight service as well as passenger transport. 
Exempting AMTRAK probably would not be acceptable to AMTRAK's business 
customers who purchase freight service. Zero rating, on the other 
hand, would be overly generous given the differences with urban trans- 
port. Air transport, as well as train service, should be subject to 
value-added taxation. 

Travel agencies constitute a special form of broker, but one that 
does not charge the customer for its services, which instead are paid 
for by the carrier out of ticket fares. Most of the services of 
travel agents relate to air transport; if air transport is taxed, the 
travel agency service would be included in the value-added tax base 
through the taxation of airline fares. The agency could only receive 
credit for value-added tax paid on its purchases if it registers. AS 
a selling agent it would apply the value-added tax to the charge for 
the tickets, but this would be remitted to the airline, which would 
pay it to the IRS. 

F. Services Involving Significant Social Policy Considerations 

A significant portion of total expenditures on services, about 17 
percent, are made for medical, dental, hospital, and related health 
services. Full value-added taxation of these services would be 
unlikely as a matter of social policy. Exempting the providers of 
these services, rather than zero rating the services, would place some 
tax on the services, but less on those that are labor intensive. 
Exempt entities would not need to file value-added tax returns. Zero 
rating would remove the burden o f  the tax entirely. The case for zero 
rating is probably stronger for hospitals than for the professional 
services themselves, as purchases are a more significant element in 
the total cost of hospital than of physicians' services. Differential 
treatment, however, may encourage the provisions of physicians' serv- 
ices in the hospital, where they would be zero rated, rather than in 
an office setting where they presumably would be exempt. 

firms would, of course, receive credit for value-added tax paid on 
these services against the tax due on their sales; the portion on in- 
dividuals would rest upon the persons acquiring the services. There 
may be some objection that value-added taxation would interfere with 
the attainment of justice by making it more expensive. The case for 
exempting or zero rating of legal services, however, is not compel- 
ling. A substantial portion of legal work is for strictly consumer 
activities, such as the preparation of wills and resolution of 
domestic disputes. Legal services should be subject to value-added 
taxation. 

Some of the same considerations apply to legal services. Business 

Education is another type of activity to which application of the 
value-added tax may be regarded either as impractical or objectionable 
on social policy grounds. While some portion of private sperlding on 
education may represent consumption, some outlays for education can 
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also be viewed as contributing to human capital formation. Many edu- 
cational services are provided more or less free of charge by govern- 
mental entities. Consequently, either no or a heavily-subsidized 
price is charged for publicly-provided educational services. Thus, it 
would be difficult to apply a value-added tax to the true value of 
these educational services. If public education were not taxed, 
consumers of private education would object to taxation of the tuition 
charges, especially since many private schools have religious affil- 
iations, formal or otherwise. The same considerations apply to uni- 
versity education. As a matter of both social and economic policy, 
tuition charges should not be subject to value-added taxation. If the 
value-added tax is not imposed on most purchases by state and local 
governments, education should be zero rated, rather than exempt. 

tions. For the most part, those organizations do not charge a price 
for their services and value-added tax cannot be applied. The issue 
is not one of applying the value-added tax to their "sales," unless 
they operate incidental commercial activities such as gift shops, but 
how their purchases should be treated. This issue is considered in 
the section on nonprofit institutions. 

Similar policy issues relate to religious and charitable institu- 

G .  Summary 

For economic, revenue, and administrative reasons, a value-added 
tax should apply to as many services as possible. Any departures from 
this rule would favor those preferring to consume untaxed or lightly- 
taxed services, require higher tax rates to raise an equivalent amount 
of revenue, and complicate the administration of the tax. Accordingly, 
exemptions or zero rating of consumer expenditures on services should 
be kept to an absolute minimum. The only services which should be 
exempt or zero rated are those for which a clear and convincing 
justification is made on either social or administrative grounds. 

III. Taxation of Small Enterprises and Farmers 

A value added tax, like any sales tax, is collected from business 
firms. The effective operation of the tax requires that the firms 
collect the tax accurately from their customers, keep records of tax- 
able sales and purchases and of tax collected on sales and of tax paid 
on purchases, file correct tax returns on time, and remit the tax to 
the government. These tasks create no major problems for most typical 
business firms, though they give rise to some compliance co8ts. But 
there are two general types of enterprises that may find compliance 
with the value-added tax difficult, and, i n  turn, effective control of 
them may be difficult. These are small businesses and farmers. 

A. Small Businesses 

Even in the United States, there are large numbers of small firms. 
They tend to be heavily concentrated in the service industries. Other 
vendors have no established places of business: sidewalk sellers, 
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house-to-house peddlers, housewares distributors operating from their 
homes, newsboys, and those selling in flea markets, farmers' markets, 
and the like. 

The basic issue is: should such firms be excluded from the cov- 
erage of the value-added tax, presumably by exemption? If so ,  how 
should the line be drawn between firms that are to be included within 
the scope of the tax and those to be excluded? One general approach 
is to exempt those firms with sales below a specified figure; they 
would not be registered, but tax would apply to sales to them and they 
would not receive credit for the tax paid on their purchases. 

1. The case for exemption. The argument for exemption of small 
firms is based on operational considerations; the concern that such 
firms would not maintain adequate records of sales and of value-added 
tax collected on sales and paid on purchases and that they would not 
file returns accurately, if at all. All of the EEC countries and most 
other countries using value-added taxes (as well as ones using manu- 
facturers and wholesale sales taxes) do provide exemptions, usually on 
the basis of annual gross sales. Some of these countries then apply a 
"forfait" assessment to the small firms, based on external indicators 
of the likely volume of sales, such as the number of employees. This 
procedure is completely foreign to U.S. experience. The Sixth Council 
Directive of the EEC, issued in July 1977, gave the member countries 
the option of "applying simplified procedures" for small firms, and 
all have done so. Table 6-1 summarizes treatment of small firms in a 
number of countries. 

Apart from the compliance problems, the task of handling the tax 
returns, payments, and delinquencies of small firms would be a major 
one, for a relatively small amount of revenue. As shown in Table 6-2, 
a $10,000 gross receipts exemption would, on the basis of 1979-80 re- 
turns, have excluded over one-half of the sole proprietors and about 
one-third of the partnerships in the United States from responsibility 
for the tax, but only 2.5 percent of total receipts. A $25,000 figure 
would have excluded 70 percent of the proprietorships, and nearly 50 
percent of the partnerships, and about 7 percent of sales. As stated 
in Table 6-2, these figures exclude the farm sector. 

2. Objections to exempting small firms. From an economic stand- 
point, exempting small firms in regular production and distribution 
channels wobld create economic distortions. Registered taxpayers 
would be discouraged from buying from exempt firms, but consumers 
would tend to purchase from such firms. This would be particularly 
true if small retailers were excluded; they could, if they wished, 
sell more cheaply to consumers than their registered competitors. 
There would also be major problems with where to draw the line for 
exemption, the determination of whether firms fell above or below the 
line, and the possibility that a firm's tax status would change during 
the year. 



?able 6-1 
EX!XPCIONS OF EXALL F I M  FRM SALES TAXES, W E D  ON SALES MLLME' 

r i m  Exempt with Exchange Rate Exeoption Expressed 
Country Yeat Annual Sales under May, 1984 in u.S. Collars meabnent 
Value Mded Tams: 

Belgim 1980 

&mark 1975 
France 1980 
Gemany 1984 

Eire 1980 

Italy 1980 
tuxenboucg 1977 
Sweden 1980 
United Kingdm 1980 
mgmtina 1980 
solivia 1977 
costa Rica 1971 
1ndonesia3 1984 

l+3""faCt"mrS Sales Tax: 
Ca"a3.3 1984 
Philippines 1983 
Kenya 1977 
zanbia 1982 
myna 1982 

molesale Sales Taxes: 
Rustralia 1982 
New zealand 1982 
Swi tzerland 1983 

Retail Sales Taxes: 
Zimhabwe 1983 

states of India6 1983 
Paraguay 1977 

France 1980 
Equivalent sales figure 

Netherland 1980 
Equivalent sales figure 

Australia-alternate 1982 

Bfr: 2.5 million 
2.5-4.5 million 
4.5-15 million 

kr 5,000 
fr 500,000 
M 20,000 

20,00060,000 
b 2,000 for 2 months 

if 90% sales exempt 
or 10% 

if rate above 10% 

others 

1,000 for 2 months 

300 service a d  

b 6 million' 
Bfr 100,000 
k r  10,000 
b 5,000 
P 36,000,000 
B 200,000 
C 800,000 
R 24,000,000 4 

SC 50,000 
P 2,400 
Ks 100,000 
K 10,000 
GS 10,000 

AS 12,000~ 
NZS 5,000 
Sfr 35.000 

2s 20,000 
G 1,800,OO 
R 10,000 to 50,000 

f r  1,350 
fr 7,670 

55.8 

10.05 
8.41 
2.135 

.a937 

1687.5 
55.8 
8.08 
.714 
41.6 
196 
41 
982 

1.22 
11 
14.4 
1.35 
3 

1,113 
1.54 
2.26 

1.05 
126 
10.22 

44,803 exempt 
44.803-80.646 equalization tax on supplier 
80,646-268,817 farfait 
498 
59,453 
7,312 
7,312-21,938 
2,238 

1,119 

336 
3,557 
1,792 
1,238 
7,003 
87,591 
1,020 
19,410 
24,439 

40,983 
218 
6,944 
7,407 
3,333 

10,782 
3,246 
15,486 

19,047 
14,285 
978-4,892 

memption Based on Tax Liability 

8.41 101 
912 

G 2,050 3.08 665 
G 11,388 3,697 

A 250 1.13 221 

exempt 

forfait 
exempt 
digressive scale 

1 

exempt 

forfait 
exempt 
exempt 
exempt 
special tax on purchases 
exempt 
exempt 
exempt 

exempt 
exempt 
exempt 
exempt 
exempt 

exempt 
exempt 
exempt 

exempt 
tax applies to purchase 
ex". 

exempt 

exempt 

exempt 

* 
1. 
2. and all retailers. 

to appar in Wlic Finance in the -11 of 1984. 
Exempt if a~ual tax under f r  1,350. 

3. 
4. 
5. 
6, 

T ~ X  limited to manufacturing sector. 
or R 100 million capital 
OL total tax liability udee  RS250. 
mst are retail sales taxes, 3 are essentially wholesale taxes, 1 is dual pint, 4 are casccdde (turnover) taxes. 

Exemption applies to manufacturers only. 
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3.  Is exemption necessary? In the context of the countries of 

southern Europe and the Third World exemption of small firms is proba- 
bly imperative, given the large number of small entities with inade- 
quate recordkeeping. But the case for exemption of small firms is not 
nearly as strong in the United States. Regular retailers, no matter 
how small, have learned to keep records adequately for complying with 
income, social security, and state retail sales tax requirements. The 
states do not exempt small firms, per se, and state tax officials, in 
general, report that the problem of small firms without adequate 
records is not significant. In general, the rule used by the states 
for sales tax purposes is that registration is required if sales are 
made on a regular basis as an essentially commercial establishment; 
this rule excludes persons making casual occasional sales (church 
bazaars or garage sales) and itinerant sellers, such as children 
selling fund-raising items for school, church, and social 
organizations. 

While regular retail. establishments, manufacturers, and wholesale 
distributors, even if relatively small, can be registered for the tax, 
there is a need for special treatment of small vendors without estab- 
lished places of business, including the large number of very small 
providers of services. The most satisfactory manner in which to draw 
the line appears to be that used by most states: exclude vendors or 
service establishments that do not have an established place of busi- 
ness or that sell on a casual nonregular basis. Legislative authori- 
zation could be given to the IRS along the following lines: Registra- 
tion shall not be required of those categories of sellers determined 
not to be engaged in a regular business activity. Under this rule, 
excluded vendors would be exempt; no tax would be charged on their 
sale, but value-added tax would apply to the suppliers of these 
sellers. 

4 .  Other problems. If an enterprise that is exempt from the 
registration requirement sells to registered firms, the tax and credit 
chain is broken, and the purchaser cannot obtain credit for value- 
added tax borne on the purchases of the exempt firm. In this case, 
the option of registering should be given to those enterprises not 
required to register. 

or a similar criterion should be provided, but registration for value- 
added tax purposes should not be required of sellers having no estab- 
lished place of business and making only casual. sales. 

5 .  Summary. No exemption of small firms based on gross receipts 

B. Farmer6 and Value-Added Taxes 

The application of a value-added tax to farmers raises several 
issues. In general, it is not feasible to simply treat farmers and 
agricultural products in the same fashion as other segments of the 
economy. Several aspects of farm production and sale warrant 
consideration : 
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1. The existence of large numbers of small farmers. While agri- 

cultural output has become increasingly concentrated in large farms, 
there are still many small farms. According to I R S  data drawn from 
the Statistics of Income, as shown in Table 6-3,  in the 1979-81 
period, of 3 . 2  million farmers, 2 . 2  million had gross receipts from 
farming under $25,000 a year. While these small farmers must keep 
some records for income tax purposes, they are not subject to state 
sales taxes, and their records may not be adequate to file accurate 
value-added tax returns, Compliance costs to farmers of filing 
periodic value-added tax returns and of making payments would be non- 
trivial. Moreover, farmers would need to issue invoices to the pur- 
chasers of their products, which they may not now regularly do. The 
administrative costs to the I R S  of handling all of these small 
returns, equal to at least 10 percent of total returns, would be no 
less significant than the additional compliance costs for farmers. 

2 .  Exports. A large portion of total agricultural output, about 
90 percent, consists of food, including livestock feed. A high per- 
centage of farm output, about 30 percent overall, is exported. For 
major crops, the percentages exported in 1981 were wheat, 64;  corn, 
27; soybeans, 45; cotton, 44; and tobacco, 3 2 .  Taxation at the farm 
level of crops that will. be exported involves no net revenue gain and 
substantial effort; it is not necessary to apply the value-added tax 
to the sale of a trainload of corn that is destined for export since 
the tax would be refunded when the farm products are exported. 

3. Solutions. The application of a value-added tax to 
agriculture would result in large numbers of small farmers being 
required to file value-added tax returns, with little net revenue 
gain. The I R S  would incur substantial costs in handling these 
returns. There are several possible solutions: 

(a) Exempt small farmers, those with qross receipts less than a 
specific amount. This would lessen the problems of compliance by 
small farmers and the handling of larqe numbers of low tax returns by 
the I R S .  But the problem of shifting-of the tax borne by these smali 
sellers on their purchased inputs would remain. Any borderline based 
on gross receipts would be arbitrary and firms would not know their 
tax status until the end of the year. Almost of necessity, the use of 
the previous year receipts figures would have to be sanctioned. There 
would be a small incentive to divide farms among family members to 
avoid having to file tax returns. Small farmers would be favored over 
larger ones on direct sa les  to consumers, but business purchasers 
would prefer to buy from larger registered farmers, who, by virtue of 
being registered, would get a credit for tax paid on their purchases 
of farm inputs. 

(b) Exempt all farmers from the value-added tax. This alternative 
would eliminate the borderline between large and small firms; no farm- 
ers would need to register or to file returns (unless they sold taxa- 
ble farm products at retail in an organized, continuous fashion). But 
the tax and credit chain would be broken for all farmers; farmers 
could not obtain credit for tax on their farm inputs. Thus, the tax 



- 
63 

0
-

 

r
r

i
 

P
.

 
r

l
o

 
u

,
r

l
 

w
m

 
r

-
m

 

r
-

a
 

r
u

 
o

a
 

w
a

,
 

(
R

W
 

:
?

I
 

* r- r
l . m
 

r
l 

(R
 

U
 a, 

r
l

l
 

U
I

 
0

1
 

E
-

1
 

I
 

...... I I
 

m 
1

\
1

 
m @

It 

n
 

o
m

1
 

w 
a
c
1
 

u
o

 I 
a
 

u
tJ

m
 

C 
...... 0

 
m 

.r
l 

W
l

r
l

 

m
i

 

8
U

l
d

 

8 
O

'r
l I 

5 
aJm

.3 
w

 
c

a
~

 

g ...... 
I 

u
r

l
o

 

D
 

u
.3

w
 

m 
U
S
 I
 

m
m

 I 
m

&
l

*
 

I
 I
 l 

a
 

W
 

I
1

 
U

I
O

 
I

O
v

l
l

 
o

u
a

1
 

U
a,L

'*
 

I 

u
m

1
 

a
l

w
 

I I 

&
-

G
I

 

r
l

l
 

U
I

 
0

1
 

E
-

I
 

I 
...... 

I
 

I
\
 
I 

U
I

 
o

m
1

 
a 

u
o

v
 

w 
0
.4

 c 

m
i

 

m
m

 I 

a
c

m
 

m..?:: 5
1

1
 

z
u

o
 

a, 
m

.c 
c

a
u

 
u

-3
 I
 

u
s
 I
 

m
m

l
 

1
4

1
 

...... I
 

I
1

 
U

I
 

I
O

~
I

 

N
 

1
-

 
r
l 

- rl 1
-

 

- N
 

r
l 

(R
 

-+ 
m

 N
 

t- * 
m

 
-+ 

m
 

N
 

N
 

I
N

 
- m
 

-+
 

w
 

m
 

m
 

v
)
 

m
 

m
a

,
 

o
u

 
d

E
-

 

>
I 

U
 
1
 

v
) 

m a, 
I: 
2.J 

N
w

 
P

O
 

m
 

N
 
. r
l 

m 
u 0 
E- 

m
 

h
.r

l 
u

m
 

u
r
l 

u
c
 

u
I1

 
a, 
m

ox m 
a

,h
 

I: 
U

W
 

0
 

w
 oa
,
 

U 
a, '* 
U

W
 

.r
l w

 
w

o
 

W
 
0
 

a
h

 
o

m
 

m
m

 
m

m
 

C
d
 

1
m

 
a
 

m
 "* 

m
a

, 
o

u
 

u
a
,
 

W
Z

 

ru
m

 
.
r
l
u

 
m

 

m
u
 

0
0

 
o

o
u

 
0

0
0

 
. 

-
3

 
0

0
0

0
 

o
m

0
 

r
l

u
 

0
 

0
 

0
 

N
 

(
R

o
o

0
 

0
0

0
 

u
o

o
-

 
a

,
.

 
-

0
 

"
0

0
 

C
N

I
n

-
4

 
D

(
R

*
v

)
.

 

u; 
I 

I 

m
 m 

w
 5 

.. m
 

m
 

w
r

m
 

m
m

m
 

m
o

p
 

0
 

* 
r

4
 

r
l

A
N

 
-+ 

.
-

*
 

U
 
0
 

w
 

a
 L
 

* 
$ U 1 m 
w

 
.r

l 

a, 
4
 .- 
e
-
+
-
 

nom
 

e 
m

w
m

 
?
+
-
0
 

r
-

-
4

4
 

m
r

-
m

 
m

 L
 

v
)
 

a, 
U

 

U
 a
 

a, 
v
) 

m m 
m C 0 
U

 

U
 0 
a
 

u
m

 
O

J
J

 

..* 
m .2 
%

E
 

m
a

, 
a 

m
w

*
 

o
o

v
)

 
"

0
 

r
l

r
-

 
r
l 

L
.

 
& 

2 U
 

4.l m
 
1
 

"* 
m

 
r
 

W
 

* (R
 

. m
 

v
)
 

W
 

r
l 

m
 . 

~
r

-
m

 
w

m
o

 
N

"
 

N
P

r
l

 
r

l
r

l
o

m
 

.
.

I
 

"
4

 
G

a
l 

m
N

 
u -

4
 

a
,W

 
C
 

U
h
 

U
Q
 

a
m

 
u

 
-
a
 

m
 "

3
 

aa, 
"
r
l u 
s
a
,
 

m
a

 
U
 

o
m

 
u
a
,
 

aJc 
"
r
l "I_

( 

&
$

 
O

m
 

U
 

14.0 C m
 

In
u

 
w
a
,
 

W
Q

 

a
1
 

&
Z

 
a
 W P
 

z W .. -
E

 

v C m 
0
 

C 
"

3
 

2 1 0 U 
. 

I 
W

 
h
 

U
 

u 10 
a, 
U
 
0
 

W
 

w
 0 

I 
a, 
m

 
1
 

U a, 
a
 

. a, U 
1
 

u 

m 
r
l 
m 4J 0 
u
 0
 

LI 

v W m 

a, 
I: 
u
 U
 
0
 

W
 

m
 

r
l 

.* u
 a, 
P
 m
 

.. m aJ U U 9 
0
 

In 

.. W
 

E- 
O
 

z
 



- 64 - 
on farm inputs would be reflected in farm product prices. O n e  solu- 
tion that is widely used in Europe would allow the purchasers of farm 
products to presume that a specified percentage of the purchase prices 
of farm products consists of value-added tax on purchases by the 
farmer. But the average figure authorized by law would not equal the 
actual figure for many transactions. 

There are other partial solutions to the tax on inputs problem 
that arises if farmers are exempt. Farmers could be given the option 
to register if they wished; the experience in Europe is that many of 
the larger farmers would register. But this does not solve the prob- 
lem completely. If most farmers register, then the objective of mini- 
mizing the number of small returns would not be attained. 

Another possible solution is to allow farmers a credit against 
their income tax liability for value-added tax paid on purchases. But 
this would complicate the income tax returns and may give farmers a 
temptation to overstate the credit. Very small farmers not now filing 
income tax returns would not get the credit without filing a return. 

(c) Zero ratinq farmers. The zero rating of farmers would solve 
the problem of the tax on farm inputs, buc it would require registra- 
tion of farmers and the filing of returns to receive a refund of the 
taxes on purchased inputs. This alternative would accomplish little 
in the way of avoiding costly compliance work for farmers and addi- 
tional administrative responsibilities for the IRS. 

(d) Exempting farmers and zero rating sales to farmers. The 
fourth alternative is to exempt farmers and zero rate sales to farmers 
of major classes of farm inputs: livestock and livestock feed, fer- 
tilizer, farm machinery, and possibly fuel for farm use. This ap- 
proach would remove almost all value-added taxes on farm inputs; to 
also zero rate sales of minor items such as hand tools would pave the 
way for evasion (consumption use of the item) and create additional 
complexity. For those categories that are zero rated when sold to 
farmers, the suppliers would have to distinguish farm from nonfarm 
sales. But most of the sales of these classes of commodities, other 
than fuel, are made to farmers; the trade is highly specialized. Fer- 
tilizer sold in small quantities through retail stores, for example, 
would not be subject to the zero rating. Inevitably there would be 
some leakage, as a farmer used farm fertilizer for his lawn, but this 
is a minor problem. Zero rating of fuel for farm use may pose more of 
an abuse problem. S e l l e r s  of zero-rated farm inputs would receive 
credit for value-added tax paid on their purchases of the inputs. 

by the farmer of crops destined for export. Without some special 
rule, tax would apply on the sale by the country elevator to the sub- 
terminal or river elevator, and by the latter to the exporting firm. 
But it should be possible to devise some form of licensing system that 
would permit these transactions destined for export to be free of 
application of the tax. 

This solution would avoid applying the value-added tax on the sale 
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5 ,  Illustration of alternative approaches. Table 6-4 illustrates 

four alternative methods for dealing with the problem of farmers: 
full taxation; exemption; use of the EEC system of allowing the firm 
purchasing the farm products to treat a specific percentage of the 
purchase price as consisting of value-added tax on farm inputs; and 
exemption of the farmer with zero rating of sales to farmers of major 
farm inputs. The table is based on the assumptions that the farmer 
can directly add the tax to his selling prices and that food is 
taxable. 

treatment under a 1 0  percent value-added tax that applies to a farm 
supplier, a farmer, and a food wholesaler. In the example, total 
value added by these firms is $ 2 , 0 0 0 ,  which at a 1 0  percent rate would 
yield $ 2 0 0  of value-added tax revenue. 

farmer is simply exempt from the value-added tax. The wholesaler can- 
not claim any credit for the value-added tax included in the purchases 
from the farmer (there is a break in the chain of credits) and the 
government actually collects more value-added tax ( $ 6 0  more in this 
case) than in the ordinary situation shown at the top of Table 6-4 .  
This occurs because the value added by the farmer's supplier, the seed 
seller, is, in effect, taxed twice. 

The third section of Table 6-4 illustrates how the EEC alternative 

The top section of the table illustrates ordinary value-added tax 

The second section of Table 6-4 illustrates the situation if the 

treatment for farmers would operate. As is shown, the farmer charges 
no tax on sales and receives no credit for value-added tax paid on 
seed purchases (or purchases of any other inputs). The wholesaler 
pays a gross value-added tax of $ 2 5 0  on its sales and then subtracts 
both the actual and assumed value-added tax paid on purchased inputs. 
In the example, it is assumed that the wholesaler is allowed to deduct 
4 percent of the value of purchases from the farmer from its gross 
value-added tax liability or $40;  the wholesaler also subtracts $ 5 0  of 
value-added tax actually paid on other purchases. Using these assump- 
tions, the wholesaler's net value-added tax would be $ 1 6 0 .  The total 
value-added tax collected by the government, in this example, would be 
$ 2 2 0  as compared with $ 2 0 0  under ordinary value-added tax treatment. 

Under the EEC system, the total tax on a product may be either 
more or less than would prevail under ordinary value-added tax treat- 
ment. The outcome depends on the percentage of the purchase price of 
farm products that the farmers' business customers are allowed to 
credit. In the Table 6-4 example, the farmer actually paid the seed 
seller value-added tax of $60;  this is the amount that should ideally 
be allowed as a credit to the wholesaler. However, in the example, 
the wholesaler is allowed to credit only $ 4 0  against its gross liabil- 
ity. The $ 2 0  difference between the amount the wholesaler should 
ideally have credited and the amount of tax allowed as a credit repre- 
sents the difference between the total tax collected under the EEC 
alternative system ( $ 2 2 0 )  and the amount that would be collected under 
ordinary value-added tax treatment ( $ 2 0 0 ) .  Thus, under the EEC alter- 
native tax treatment, the total value-added tax imposed on a product 
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is only an approximation of what would happen under ordinary treat- 
ment. Only by chance would the value-added tax collected under the 
EEC system turn out to be the same as would be collected from farmers 
and their customers under ordinary value-added tax treatment. 

value-added tax system. If they join the system, their sales are 
taxed and they are allowed to credit the value-added tax paid on their 
purchased inputs against their gross value-added tax liability. Many 
of the large, highly mechanized farms find it to their advantage to be 
in the regular value-added tax system since they pay more value-added 
tax on their purchases than they would be allowed as credits under the 
special system for small farmers. In addition, farms producing goods 
for direct export must join the standard value-added tax system in 
order to get refunds for the value-added tax paid on their purchases. 

The lower part of Table 6-4 shows the situation with exemption of 
farmers and zero rating of sales to farmers of major inputs, such as 
seed. The total tax shown is $200,  the same as under ordinary value- 
added tax treatment. The actual tax may be somewhat higher because of 
the tax element in the purchases of any non-zero rated farm inputs. 

In all the EEC countries, farmers may elect to join the standard 

6. Summary. There is no ideal solution to the farm problem. The 
recommended solution would exempt farmers and zero rate the sales to 
farmers of basic primary farm inputs: livestock and livestock feed, 
seed, fertilizer, farm machinery, and, probably, fuel--primarily 
diesel--sold for farm purposes. It should be possible to devise some 
system to avoid taxing at pre-export stages the very large volume of 
sales of farm products for export. 

IV. Governments and Not-for-Profit Institutions 

the tax should apply to activities of governmental entities and non- 
profit institutions. 

In designing a value-added tax, questions may arise as to whether 

A. Governmental Units 

Under any form of sales tax, the treatment of governmental units 
encounters special issues concerning general policy, administration, 
competitive equity, and intergovernmental relations. 

and therefore value-added tax cannot apply to the services per s e .  
There are four issues that arise under a value-added tax: 

Most governmental services are provided without a specific charge, 

1. Should the tax apply to sales by governments when a charge is 

2. HOW should government purchases be treated? 
3 .  Should Federal, state, and local governments be treated in the 

4. Should government-owned corporations or the equivalent be 

made ? 

same fashion? 

treated differently from government agencies? 

464-836 0 - 8 4  - 4 
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1. Sales by governments. I n  general, the basic rule should be 

that if the activity is taxable when it is provided by private firms, 
value-added tax should apply to sales by government units, unless 
there are compelling reasons to the contrary. Thus, essentially 
commercial activities of government, such as the sale of electric 
power by government-owned utilities, alcoholic beverages by state 
liquor stores, prints by a government art museum, meals in government 
cafeterias, highway toll roads, and parking garages (but presumably 
not parking meters), would be subject to tax. Governmental units 
providing these goods and services would be registered for the value- 
added tax. 

But there are borderline cases. Charges are made for various tra- 
ditional government activities, such as recording deeds, issuing pass- 
ports, and licensing household pets. Sales of government documents 
have a somewhat similar status. There would appear to be little gain 
from applying the value-added tax to these traditional governmental 
activities. Another borderline case is the postal system; should 
value-added tax be applied to postal charges? For parcel post the 
case seems clear: tax should apply if it does to transport by private 
firms. While there is no economic reason not to apply a value-added 
tax to first class and special delivery postal charges as well, there 
may be some political objection. 

Problems would also arise with activities such as garbage collec- 
tion. I n  many municipalities, garbage collection is financed out of 
general tax revenue with no separate charge to the users. But some 
municipalities do charge separately for the service, and users are 
charged for all garbage collection provided by private firms. But to 
apply a value-added tax to either of these charges when garbage 
disposal financed by general tax revenue would not be subject to the 
tax raises serious questions of equity and,may create economic 
distortions. 

2 .  The tax treatment of government purchases. With regard to the 
value-added tax treatment of purchases by Qovernmental units, there 
are three alternatives: 

(a) Exempt governmental units. Under this approach, government 
units would not be registered (except when they are subject to value- 
added tax on their charges) and would not file value-added tax re- 
turns. But they would bear the full burden of the tax applied to 
their purchases. At the Federal level, there should be no great ob- 
jection to this, though would be no net revenue gain from collecting 
the tax on Federal purchases, because the cost of government purchases 
would increase by the amount of the tax. With exemption, the filing 
of value-added tax returns by Federal agencies and the issuing of 
large refunds that would involve only intragovernmental transfers 
would be avoided. 

The issue, however, is quite different with respect to state and 
local purchases, as exemption would involve a net transfer of re- 
sources from sub-Federal governmental units to the Federal government. 
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There may even be constitutional issues, quite apart from the polit- 
ical ones. Thus, some method must be adopted to remove the value- 
added tax burden from the purchases of state and local governmental 
units. There is no objection, incidentally, to applying more lenient 
treatment to the states and local governments than to the Federal 
government, though there would be to the reverse. 

(b) Zero rate governmental units. This approach would remove the 
value-added tax burden from the governmental units since they would 
receive a credit or refund for tax paid on their purchases. But, for 
both the governmental units and the I R S ,  it would involve tremendous 
paperwork in the filing of returns and issuing of refunds to the large 
number of Federal, state and local government units. Moreover, since 
applying the tax to Federal government purchases would reflect the 
true costs of government operations, it does not seem sensible to 
refund the value-added tax. Thus, there is no need to zero rate the 
Federal government. With exemption but not zero rating, the tax would 
still be collected on the purchases by the Federal government, but the 
administrative and compliance costs associated with filing returns and 
processing refunds would be avoided. 

if another alternative is not used to eliminate the value-added tax on 
state and local purchases. Zero rating would remove all value-added 
tax burden, and it would avoid the necessity of the governmental units 
distinguishing between purchases for the provision of commercial ser- 
vices on which they collect value-added tax and those for other pur- 
poses. But it would require every state and local government unit, 
including the myriad of special districts, to register as a value- 
added tax taxpayer and file f o r  refunds. However, suppliers would 
treat sales to government in the same fashion as other sales. 

At the state-local level, however, zero rating would be necessary 

(c) Zero rate the sales to qovernmental units and exempt the 
units. This alternative i s  similar to that suggested for farmers and 
would also remove the burden of the value-added tax from the govern- 
mental units. The suppliers would not app1.y tax to their sales to 
governmental units, and would receive credit for value-added tax that 
has applied to the commodity up to sale to the government. By not 
registering government units, this approach would avoid a substantial 
number of tax returns and refund payments. But it would require sell- 
ers to distinguish in their sales between governmental and nongovern- 
mental purchasers, as they must do now under most state sales taxes. 
This would not be a major task for large suppliers such as defense or 
highway contractors, or suppliers of large quantities of heating oil. 
to a school district. But it would be more difficult for retailers 
supplying small quantities of goods to local government units. Some 
loss of tax revenues on otherwise taxable transactions would be in- 
evitable. The question is whether this is a more serious problem than 
the returns and refund problem that would arise with zero rating of 
governmental units. This procedure could be applied to the states and 
localities and not to the Federal Government, but it is the local gov- 
ernment level where the greatest danger of leakage of tax revenue may 
occur. 
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3. Government corporations. Government corporations and similar 
entities primarily often provide commercial services; the principles 
outlined above should apply on commercial services whether provided by 
a governmental agency or a government-owned corporation, such as 
AMTRAK. Various governments use different systems; the legal status 
of the entity should not be a relevant consideration. 

4. Summary. Value-added tax should apply to taxable goods and 
services, regardless of whether they are publicly or privately pro- 
vided. There would be little gain from applying the tax to tradition- 
al governmental fees and license charges. 

Purchases by the Federal government should be subject to value- 
added taxation to properly reflect the costs of government operations. 
This would have a net effect on the Federal budget; value-added tax 
receipts would be higher, but s o  would appropriations to pay the costs 
associated with the tax. If it is necessary to allow states and local 
governments to make purchases on a tax-free basis, two possibilities 
exist: to zero rate the governmental units or exempt the governmental 
units and zero rate the sales to them. In many respects the latter is 
simpler as it avoids excessive filing of returns and subsequent 
refunds, but it would create some problems for suppliers. 

8 .  Taxation of Nonprofit Institutions 

A wide range of nonprofit institutions is not subject to Federal 
income tax. Decisions must be made as to their treatment under a 
value-added tax; exclusion from one form of tax does not necessarily 
warrant exclusion from another; each exclusion from the value-added 
tax would increase the credibility of other pleas for special treat- 
ment. There are three major issues: 

1. Should all nonprofit institutions be treated the same? 
Consideration of special treatment should focus not on the nonprofit 
nature of the institutions, but on the activities they perform. In 
general, special treatment should be considered only for those non- 
profit institutions whose services are considered unsuitable for 
taxation under a value-added tax, as a matter of social policy. These 
include hospital, charitable, religious, and educational institutions. 
There is no justification for special treatment for consumer-buying 
cooperatives, farm cooperatives, labor unions, farmer and business 
associations, fraternal and social organizations, and the like. Some 
of these will make no sales of taxable goods and services and thus 
will not be registered under the value-added tax, but their purchases 
would be taxed in the regular manner; those organizations making 
taxable sales would be registered and subject to tax. 

of services, many services are provided without a charge in the usual 
sense; one does not pay a charge to attend church and persons receiv- 
ing charity do not pay a charge for it. Accordingly, a value-added 
tax cannot, indeed should not, be applied to the services for which no 
charge is imposed. Some of these institutions, however, may provide 

2. Tax treatment of sales. As noted in section I1 on the taxation 



other services for a charge or sell commodities. The most satis- 
factory general rule is to apply value-added tax to the charge if the 
tax would apply if the service or commodity were provided by profit- 
making firms. Thus, a university or research institution selling 
books or personal computers would be registered and would collect 
value-added tax on these sales. This would also be true of sales in 
hospital gift shops and of sales by workshops for the blind. Tuition 
charges for education and hospital charges would not be taxed on the 
basis of both economic and social policy considerations. 

3 .  The a l t e r n a t i v e s  on purchases. Because it is not necessary to 
encourage all forms of activity undertaken by nonprofit institutions, 
the argument for special treatment of purchases of nonprofit institu- 
tions is much weaker than in the case of their sales. If some of the 
institutions are to receive special treatment for their purchases on 
social policy grounds, there are several options: 

(a) Exemption of the institution. If the institution is exempt, 
it would not be subject to value-added tax on the services it renders, 
but it would receive no refund of tax on its purchases. The result 
would be that the institution would bear the burden of value-added tax 
on its purchases, but not on its own value added. Thus, there would 
be little burden on labor intensive types of activities. Under this 
rule, nonprofit institutions would not be registered, except for inci- 
dental activities such as operating a cafeteria for the public; they 
would receive credit only for the purchases for the registered activi- 
ty. This would be a source of some problems but it is not insolvable. 

(b) Zero rating of the institutions. This would free them from 
all value-added tax on their purchases and would eliminate the need 
for distinguishing between purchases for their general functions and 
for specialized taxable activities. But they would be registered and 
file returns to obtain refunds; tax would be collected from their 
suppliers, and in turn refunded to the institutions. The choice of 
this method vs. exempting should be made on the basis of social 
policy: is it essential to remove the value-added tax on their pur- 
chases, and is this worth the administrative and compliance costs of 
handling large numbers of returns and refunds which yield no revenue? 

(c) Exempt the institutions and zero-rate sales to them. By this 
means, the institutions would not be recristered as value-added tax 
taxpayers (except on their specialized faxable activities, if any); 
they would be issued a special institution number as hospital, reli- 
gious, educational, or charitable organization, enabling them to buy 
tax free. Not only would all sales to them be free of tax, but the 
seller would receive credit for tax paid on the purchase of these 
goods or on their inputs. Thus, all value-added tax burden would be 
removed from the institutions without the need for their being regis- 
tered as taxpayers and filing returns. The suppliers, however, would 
have the troublesome task of distinguishing sales to these institu- 
tions (in the same fashion that firms selling for export must identify 
export sales). Though there might be some abuse of this privilege, 
the difficult administrative problems of handling the returns from 



- 7 2  - 
these institutions, itself subject to some possible abuse, would be 
avoided. The procedure would be comparable to that used by the states 
in excluding sales to these institutions and to the treatment sug- 
gested for farming in an earlier section. 

One further issue relates to the treatment of for-profit institu- 
tions in the hospital and education fields. For hospitals the same 
treatment should be applied to profit and nonprofit institutions; the 
zero rating would apply to hospitals regardless of the for-profit 
situation. It would be difficult to do otherwise, since the tax is 
presumably borne by the users of the service. 

4 .  Summary. Special treatment of nonprofit institutions under the 
value-added tax would give rise to a number of administrative problems 
and would lessen the generality of the tax. Special treatment should 
be considered only for those of a religious, charitable, educational, 
or health care nature; while others are not subject to Federal income 
tax there is no need to give them special treatment under a value- 
added tax. For those receiving special treatment, a choice must be 
made among the three techniques: exempting them, zero rating them, or 
exempting them and zero rating of sales to them. Only the second and 
third would remove all value-added tax burden. Zero rating of non- 
profit institutions would require registration, filing of returns, and 
granting of refunds. Zero rating of sales to them would avoid these 
problems, but would require suppliers to distinguish these sales from 
others. 

V. Housing and Construction 

The taxation of housing services is one of the most troublesome 
aspects of a value-added tax, as is the related issue of taxation of 
real property construction. Much of the problem arises because a 
large portion of total housing is owner-occupied, the remainder being 
rental; complete equality in treating homeowners and tenants is dif- 
ficult if not impossible to achieve under a value-added tax. The 
second aspect of the problem is that housing facilities have very long 
lives compared to other consumption; housing built o r  acquired in one 
year will be consumed over a long period of time. A similar timing 
problem arises with nonhousing construction. 

tion is: should consumption of housing be subject to a value-added 
tax? The general answer, as to all consumption spending, is yes, 
unless there are compelling reasons for not doing s o .  One reason for 
not so doing is the importance of housing costs in the family expendi- 
ture patterns of the low-income groups. If there is no general system 
to reduce value-added tax on the poor, such as refundable credits, a 
convincing argument can be made for attempting to exclude a minimum 
housing expenditure from tax, just as there would be for zero rating 
of food. This is not easily accomplished. General exclusion of hous- 
ing from the tax would favor those persons with relatively high pref- 
erences for housing and provide an artificial incentive to increase 
housing consumption relative to that of other goods. The base of the 

Before these issues are considered, however, the threshold ques- 
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tax would be reduced materially, requiring higher rates to raise an 
equivalent amount of revenue. 

A. Housing: Homeowner versus Tenant 

If the principle is accepted that housing expenditures should be 
subject to at least some value-added tax, the most difficult issue to 
resolve is the provision of reasonable equality of treatment between 
homeowner and tenant, a problem aggravated by the long lives of hous- 
ing facilities. The failure to provide equality of treatment would 
encourage the favored type--almost certainly homeownership--and would 
discriminate against families that could not or did not wish to own 
their homes. 

With rental housing, there is no major problem in applying a 
value-added tax; the building owner would apply the value-added tax to 
the rental charge and would in turn receive credit for value-added tax 
paid on the building and all other purchases of produced goods neces- 
sary to provide the rental facilities. (The timing problem of credit- 
ing the tax on the purchase of the building is discussed below). 
Under this approach, all lessors would be registered and would file 
value-added tax returns. The only operational problem would arise 
with persons renting only one or two houses, or rooms in their own 
homes; it would be difficult to ensure that all such persons regis- 
tered for value-added tax purposes, compliance would be a burden, and 
delinquency in the filing of periodic returns would probably be high. 

With respect to owner-occupied housing, each home or condominium 
unit owner could be required to pay value-added tax periodically on 
the imputed rental value of the home or unit. This, however, would 
give rise to several problems. First, it would require that each 
homeowner be registered for the value-added tax, thus sharply increas- 
ing the number of registered units and creating significant adminis- 
tration and compliance costs in handling returns and delinquencies. A 
second problem is that of determining the imputed rent, or what the 
house would rent for if it were rented in an open market transaction, 
net of expenses. This would be a notional value; but notional, as 
distinct from market, prices are always troublesome in any form of 
sales tax. Third, historically there has been strong resistance to 
including imputed rent in income for income tax purposes; there also 
would be restrained enthusiasm to doing so under a value-added tax. 
If imputed rent were taxed, homeowners would be required, in effect, 
to include the imputed rental value as  an element in income (even if 
was not taxable for income tax purposes) and simultaneously treat it 
as a consumption expenditure. There would be public resistance to 
paying value-added tax on an element which does not appear as or arise 
from a monetary transaction. Because of these problems, it would not 
be feasible to include imputed rent on owner occupied housing within 
the scope of a value-added tax. Therefore, rent paid on rental 
housing should not be included either, for reasons of both equity and 
economic efficiency. 



1. Taxation of purchases of new residential housing. One alter- 
native would be to tax persons on the purchase of newlv-constructed 
houses less the value of  the land, o r  'the equivalent, fax the entire 
contract price when a person enters into a contract for the construc- 
tion of a new home. This would require that all general contractors 
be registered for value-added tax as well as subcontractors and specu- 
lative builders. The tax would apply to all new housing facilities 
whether purchased by landlords or occupiers. This approach would pro- 
vide equity between homeowners and tenants in a rough way, but it is 
not without its problems. 

It would require the registration of all general contractors, a 
group that the states have found to be difficult to control for sales 
tax purposes. Many contractors are small concerns, which may build 
only one or two houses a year. Subcontractors would be less of a 
problem since many are also wholesalers or retailers o f  building 
materials and would be registered anyway. With this alternative, tax 
would apply on the charges made by the subcontractors for materials 
and services provided to the general contractors; the latter would 
receive a credit for this tax against their own tax liability. Exclu- 
sion of the value of the land i s  troublesome, but if it is not 
excluded, the land would be sold separately. Taxation of land, per 
se,  is not appropriate under a consumption tax; the purchase of land, 
from the standpoint of the economy, is not a consumption activity. 

initial sales of new construction, plus repair and alteration work. 
Persons already owning their homes at the time the tax was introduced 
would escape value-added tax on their housing expenditure, except for 
repairs and maintenance. The sale and rental value of existing houses 
would tend to rise, because new houses would be more expensive, creat- 
ing a windfall gain for the present owners. 

There also is a timing problem. Though a house may be used for 7 5  
years, tax would be borne when the new house is acquired. On other 
expenditures, the purchased item will be used immediately or with few 
exceptions over a relatively short period. But with housing, a large 
sum of tax would be paid for consumption to be spread out over 
decades. The consequent increase in the cost of housing would un- 
doubtedly reduce somewhat the construction of new housing, since many 
families can afford only a certain monthly payment for the purchase of 
homes. 

The more serious problem is that the tax would apply only to the 

2 .  Taxation only of materials. A second alternative, which paral- 
lels the practice in most states under the retail sales taxes, would 
be to tax-only the materials and other produced inputs going into real 
property construction. General contractors would, in effect, be ex- 
empt. The general contractors would not be registered (unless they 
also were dealers in materials) and they would not file value-added 
tax returns. If they were registered because they were a150 dealers 
for construction materials, they would file returns and charge tax 
only for their dealership activity. Tax would not apply to sales of 
new housing by general contractors; nor would they receive a credit 
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for value-added tax paid on their purchases of materials. Thus, tax 
would be reflected in their contract prices. Subcontractors would 
typically be registered because they usually are dealers for con- 
struction materials. Subcontractors would charge value-added tax on 
their sales to general contractors and would receive a credit for tax 
paid on their purchases. The general contractor would not receive 
credit for tax paid on purchases from the subcontractor. 

The principal merit of this approach is that, since it parallels 
state practice, the building industry would be familiar with it. It 
also would reduce the tax burden on housing, compared to the alter- 
native of taxing the full sale price (excluding land) of newly- 
constructed housing. This alternative, however, would encounter some 
operational problems. If a different rule were used for nonhousing 
construction, contractors would have to segregate the two types of 
contract work. This would be complicated by the fact that some build- 
ings are built for both housing and commercial use. 

B. Commercial (Nonhousing) Construction 

The value-added tax should apply to the contract price of non- 
housing commercial construction. Under this approach, the contractor 
would apply value-added tax to the contract price and would receive a 
credit for tax paid on materials. A building owner renting space to 
commercial tenants would apply value-added tax to the rental charges, 
and would receive a credit for tax paid on the purchase of the build- 
ing. Or, a manufacturer or distributor constructing a new building 
would pay tax on the contract price, or on the materials if it did the 
construction with its own employees, and would receive a credit for 
this tax against the tax due on its sales. 

There may be a timing problem of some consequence. The manufact- 
urer who contracts for the construction of a factory building would 
bear a value-added tax on the full purchase of the building. If the 
firm does its own construction, it would pay tax only on the materials 
purchased, not on the labor used to erect the building. In both 
instances, it would receive credit for the tax paid on purchases 
against value-added tax due on sales, but the timing of the payment 
and credit may be different and many affect the choice between self- 
contracting and the use of an outside contractor. 

If general contractors are not registered, even for work on 
business construction, and merely pay tax on their materials for busi- 
ness  construction, as well as for housing construction, the chain of 
tax and credits would be broken, and the firm for which the construc- 
tion is undertaken could n o t  receive a credit for tax on the con- 
struction materials. This would create a strong incentive for self- 
construction, or  for the purchase of the materials by the firm for 
which the building is being erected. An alternative would be to allow 
the registered firm acquiring the building a credit equal to a certain 
percentage of the contract price as representing the value-added tax 
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on materials, but the amount would be an average and somewhat arbi- 
trary. This would be similar to the EEC treatment of farmers, dis- 
cussed above. 

It is not impossible to use different rules for residential and 
nonresidential construction, but this would require contractors doing 
both types of work to keep distinct records, as they would receive 
credit for tax paid on materials only for the nonhousing construction. 
If housing construction were freed entirely from value-added tax, this 
would greatly aggravate the problem of distinguishing between housing 
and nonhousing construction, and between housing construction and 
taxable repair activities. 

ty: that of distinguishing between real property construction on the 
one hand and installation of "fixtures," such as stoves, carpeting, 
and drapes, on the other. Presumably, the tax should apply to the 
full sale price of "fixtures" such as stoves, and not the contractor's 
purchase price, as with materials. This is a troublesome issue, but 
the states have developed workable rules, and the value-added tax 
could use the same ones. 

With all approaches to the problem, there is one special difficul- 

C .  European Experience 

Under the Sixth Directive of the EEC, the leasing of immovable 
property is tax exempt. Most countries follow the directive and do 
not levy the value-added tax on residential rents. However, the 
value-added tax may be imposed on rental payments of taxable entities 
if they opt for it. A restaurant, for example, may wish to be taxed 
on its rent so that it may credit the value-added tax against its 
gross value-added tax liability. Otherwise, the restaurant's custom- 
ers would be subject to taxation both on the restaurant's meals and on 
the non-creditable tax borne by the restaurant on the taxable 
purchases of its lessor. 

European experience shows that there are no easy solutions to the 
problems of applying the value-added tax on housing. The European 
regulations that are designed to cope with these problems are so com- 
plex that it is difficult to generalize about their provisions. The 
practice in European countries using the value-added tax varies con- 
siderably. In Great Britain, sales of new homes are zero rated while 
such sales are taxed fully in Belgium and the Netherlands. The prac- 
tices in most of the other EEC countries appear to fall somewhere 
between the two extremes of fully taxed or totally free of tax. 

For the most part, neither the sale nor the leasing of land is 
subject to the value-added tax in Europe, although France imposes the 
value-added tax on the transfer of building sites. On the other hand, 
the value-added tax is levied on work done to improve the land, such 
as project engineering, leveling, construction and on alteration, 
repairs, o r  maintenance of existing buildings. 
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D. summary 

real. property construction. Equitable application of value-added tax 
to rents from housing is clearly impossible, in view of the fact that 
there is no possibility of tax being applied to the imputed rental 
value of owner-occupied housing. This is a major area in which uni- 
versal application of the value-added tax is simply not feasible. The 
second best alternative is to apply the tax to the sale price or total 
contract figure on new housing construction, or, following state prac- 
tice, to the cost of materials to the contractors. The choice between 
these two must be made primarily on the basis of whether taxing sales 
of new housing is considered to be too harsh. Application of the 
value-added tax to the full contract price would allow the same policy 
to be used for nonhousing construction. 

There is no ideal solution to the problem of taxing housing and 

VI. Taxation of Used Durable Goods 

The value-added tax treatment of sales of used goods, both 
consumption goods and business assets, is closely related to the issue 
of the taxation of housing. 

A. Consumption Goods 

Purchases of used consumer goods constitute a significant element 
in the annual volume of consumption. In a sense, the sale of most 
homes constitutes a sale of "used" goods; clearly these would not be 
taxed, in part, because most sales are made between individuals who 
would not be registered for value-added tax. Motor vehicles are the 
other major category, but there are substantial sales of used 
furniture and other items as well. 

iture from the standpoint of the buyer, there are several reasons for 
not fully applying the value-added tax on such transactions: 

1. After the tax has been in effect for a few years, the sale 
price of used consumer goods would reflect the value-added tax paid on 
the original purchase, and thus the purchaser of the used good would 
share a portion of the tax borne by the initial purchaser. Imposing 
value-added tax a second time when the item is sold as a used good 
would constitute a double tax. 

2.  In terms of the economy, no new consumption activity is 
involved in the purchase of used goods; except for the value added by 
the used goods dealers, resources are not being used for the produc- 
tion of consumption goods. A part of the existing stock of durable 
consumption goods is simply being shifted from some persons to others. 

nonregistered individuals, including garage sales and "flea market" 

While the purchase of used goods constitutes a consumption expend- 

3 .  Many of the transactions in used goods are between 
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sales that would be difficult to control. Attempts to fully tax sales 
of used goods by registered firms would drive even more transactions 
to flea-market types of arrangements. 

separate tax element on the purchases of those goods for which to take 
value-added tax credit. 

In light of the above, one general rule could be: do not apply 

4 .  On sales of used goods by registered firms, there would be no 

value-added tax to sales of used goods. But this approach is not 
without problems: 

(a) For the f i r s t  few years after enactment of the tax, the used 
goods that are sold would not have been taxed on the original pur- 
chase. Instead, as in the case of owners of existing housing, the 
owners would enjoy a windfall gain as the prices of used goods would 
rise, reflecting higher prices on new goods. But this is an inevit- 
able transitional problem and is virtually impossible to resolve with- 
out serious complications. 

(b) Used goods sometimes sell for a price many times higher than 
the original purchase price. This is particularly true of antique 
automobiles. A car that cost $700 in 1925  may sell for $50,000 today. 
The same is true of other antiques. But there is no suitable way of 
adjusting between these and other used goods. 

(c) A further problem is that sellers of both used and new goods 
must segregate sales between the two classes if used goods are not 
taxed. This would not be a problem for motor vehicle dealers selling 
new and used cars, but this segregation may not be done accurately by 
many repair shops handling both repair and sale of new and used items, 
nor by second-hand stores, which often s e l l  new merchandise as well as 
old. 

(d) If used goods were not taxed, firms selling only used goods 
would not be registered (technically, they would be exempted). Thus, 
value-added tax would apply to their inputs and thus to a portion of 
their value added. But, as noted, most used.goods dealers sell some 
new goods as well. They are therefore registered. To attempt to 
require them to segregate inputs between new and used goods (electric- 
ity, for example) would be impossible except in some very arbitrary 
way. Yet, to allow them to obtain full credit for tax paid on all 
inputs against the tax due on their sales o f  new goods would give them 
a competitive advantage over firms that handled only used goods, 
unless the latter were allowed to register voluntarily. 

value to the goods they handle. The extreme case is that of motor 
vehicle dealers who often perform substantial work on the vehicles 
before reselling them. But if the selling price is taxable, no tax 
credit on the purchase would be available to the dealer. Yet to free 

5 .  A more serious problem is that the used goods dealers do add 
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the sale completely from value-added tax would allow current value 
added and consumption expenditures to escape taxation. There are two 
alternatives to this problem: 

the repair work. This would allow the labor, the chief element in 
many repair jobs, to escape taxation, but at least the parts would be 
taxed. But this would require the dealer to segregate inputs between 
those used for repair of goods for resale and those used in direct 
repair work for customers. This would be a major complication. 

(a) Disallow the credit for value-added tax paid on the inputs for 

(b) Allow the dealer to assume that 10 percent (assuming a 10 per- 
cent value-added tax rate) of the purchase price of the used car or 
other used goods (the trade-in allowance when the good was obtained as 
a trade-in on the purchase of another item) constitutes the value- 
added tax element on the purchase, and to take credit for this against 
the tax due on the sales, along with tax on the other inputs. This is 
somewhat arbitrary, but would appear to be the most satisfactory 
approach. 

Quite apart from repair, all second-hand goods dealers add value; 
the amounts are typically smaller, of course, where no repair work is 
done. This suggests the desirability of registering all firms selling 
used goods (not individuals selling casually), requiring them to pay 
value-added tax on their sales, and allowing them to take credit for 
tax paid on their purchases under the assumption that 10 percent of 
their purchase prices consists of the value-added tax element. In a 
rough way, this reaches the value added they have created. How they 
bill their customers for the tax would be left to the firms. 

6 .  Trade-in allowances. A related question is the tax status of 
trade in allowances, which are, of course, highly important in the 
sale of consumer durables. Does value-added tax apply to the total 
sale price, or the net price after deduction of trade in allowances? 
The actual consumption expenditure involved is the net price after 
trade-in allowance, not the gross; the buyer has not completely utili- 
zed all of the traded-in article, on which he has paid value-added 
tax, and to pay tax on the gross price would involve paying value- 
added tax twice on the same sum. From the standpoint of the seller, 
likewise, the amount received on the sale is the price actually paid, 
that is, net after trade-in. The dealer has also received a used good 
for which he has "paid," essentially the amount of the trade-in allow- 
ance. If eventually he sells the traded-in good, under the rule pro- 
posed above he would apply tax to the selling price and then deduct 
10 percent of the amount of the trade-in allowance granted as reflect- 
ing the value-added tax element in the purchase. 

lem. There is no possibility of applying value-added tax to transac- 
tions between individuals without hopelessly complicating the tax and 
increasing tax administration and compliance costs. General appli- 
cation of the tax to the full selling price of used goods would be 
contrary to the principle of a consumption tax, assuming that prices 

7. Summary. There is no ideal solution to the used goods prob- 
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of used goods reflect value-added tax paid on the original purchase. 
Full taxation of used goods would likely make the tax more regressive 
because of the importance of used goods in the expenditure patterns of 
the poor. 

tial labor performed on used cars before their resale and on other 
elements of value added by used goods dealers. Thus, the most work- 
able solution would be to register all used goods dealers, and allow 
all sellers of used goods to assume that 10 percent (if the tax rate 
is 10 percent) of the price of acquiring the used goods represents the 
value-added tax in the purchase price. Used good dealers would be 
allowed to credit this tax against the tax due on their sales. 

It is, however, undesirable to lose the revenue from the substan- 

8. Sales of Used Business Assets 

A related question is whether there are problems with the sale of 
used business assets between registered firms that would require 
special treatment under a value-added tax, comparable to those with 
used consumer durables. 

Generally, the answer is no. For example, suppose that a business 
firm buys a turret lathe in 1988, paying value-added tax to its sup- 
plier and crediting the amount of the tax on the purchase of the lathe 
against the tax due on its sales. In 1994, the firm which purchased 
the lathe decides to sell the lathe to replace it with a more modern 
one. It sells the used lathe to a new small manufacturer. The seller 
of the used lathe applies value-added tax, as on any sale. The busi- 
ness purchaser of the lathe, in turn, receives credit for this tax 
against the tax due on its sales during the period. On both the ori- 
ginal and the subsequent sale, the tax and credit procedure serves to, 
in effect, free the lathe of value-added tax. 

Suppose, instead, that on the subsequent sale the lathe is sold to 
someone who is not registered for value-added tax, for example a 
farmer or a hobbyist. In this case, the lathe has now become a con- 
sumption good. The seller would apply value-added tax, as it does to 
all sales, and collect it from the customer. The customer would not 
receive credit for the tax since it is not a registered firm. Accord- 
ingly, no distinction needs to be made by business firms between the 
sale of capital assets and sales from inventory; such distinctions are 
usually required under retail sales taxes. The sale of used capital 
assets can be treated in the same fashion as any other sale by regis- 
tered firms under a value-added tax; there is no necessity of special 
treatment. 

VII. Tax Treatment of Fringe Benefits 

Fringe benefits, which are essentially substitutes for monetary 
compensation, have grown in importance in recent years because many 
are free of the income tax. In one sense, they constitute simultane- 
ous earning of income and of consumption expenditures, which may be 
regarded as being made either by the firm OK by the recipients. 
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value-added tax should be paid on fringe benefits if the benefits are 
taxable when purchased in the usual fashion. The questions are: by 
whom should the tax be paid and on what value should it be based? 

A. Forms of Fringe Benefits 

Fringe benefits take a variety of forms, and precise uniform 
treatment for value-added tax purposes is impossible. 

employees that would be taxable if purchased directly by the 
employees. Thus, the employer may purchase a gold watch for a 
retiring employee, pay for dinners for executives or other employees, 
buy television sets to give to sales persons exceeding their quotas, 
or provide tours to Hawaii for employees and their spouses. 

applies in this case. The first is to require the firm to include the 
sale value of the benefits in its own sales and to pay value-added tax 
on that value. It would, of course, be entitled to a credit for tax 
paid on the purchases related to the benefits. The second is to deny 
the firm a credit for value-added tax paid on the purchase of the 
goods provided as fringe benefits or on the inputs used by the firm to 
produce the benefits. This second approach, which is the simpler 
method, in effect, would treat the firm as the consumer of the fringe 
benefits. Whether the value-added tax should be charged to the recip- 
ient of the benefits is a separate issue; it is not a matter of tax 
policy, but an internal matter between the firm and its employees. 
Generally, the firm would not charge the recipient for the tax on the 
benefits. If the employees had been given money instead, they might 
not have acquired the goods at all and charging the employee for the 
tax would be contrary to the general intent of many fringe benefits. 

2.  The second situation is that in which the firm provides to its 
executives or other employees, either free or at substantial discount, 
commodities which the firm produces. In principle, the same rule 
should be followed as in (1) above: the firm should not be allowed a 
credit for value-added tax paid on the inputs used to produce the com- 
modities. But disallowance is virtually impossible, as the inputs 
cannot be effectively segregated to isolate those that are used to 
produce the items that are provided as fringe benefits. This is par- 
ticularly true of the cost of capital equipment and buildings used 
in the production process. In this instance, the best solution would 
appear to be the one that is used with retail sales taxes: the firm 
must include in taxable sales, at their commercial sales value, the 
value of the goods given to employees or used by the proprietors. 
Again, whether the employer withholds this sum from the employee's pay 
is essentially an internal matter between the employer and employee. 

Suppose, however, that the firm does not give the items to employ- 
e e s ,  but sells them at an employee discount. This is a very common 
practice, but so are numerous other discounts to the elderly, to 
members of various organizations, and the like. It would not be 

1. The employer may purchase commodities or services for the 

There are two general approaches to ensuring that value-added tax 
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worthwhile to attempt to adjust the taxable price upward by the amount 
of this discount; value-added tax should apply--and presumably be col- 
lected from the employee--on the basis of the actual selling price, as 
long as the discount does not exceed a certain percentage (to prevent 
the avoidance of value-added tax by selling at a 99 percent discount). 

3 .  A third case, related to the second, is that in which the firm 
provides certain services free o r  at substantial discount to its 
employees and the services are of such a nature that providing them to 
the employees does not require any additional inputs. The principal 
case is free plane trips for airline employees, available only when 
space is not purchased by customers. Since application of the tax in 
this instances would reduce the use of this service, though it has no 
economic cost, value-added tax should not be imposed. 

4 .  A final case is that in which the firm provides various goods 
for the use of some of its employees, typically its executives, such 
as company cars. Workers may be provided lounges with television 
sets. It is very difficult to draw the line between the provision of 
vehicles as a necessary element in the operation of the business and 
the provision of them as consumption goods. One solution, when the 
firm provides automobiles o r  other goods (e.g., television sets, per- 
sonal computers) for the exclusive personal use of particular employ- 
ees  would be to require the firm to include in its taxable receipts 
the sale price o r  rental value of the items. 

is to deny the credit for all tax arising from purchase of automo- 
biles, as is done in some EEC countries. This may be somewhat 
drastic, as many firms must of necessity provide cars for employees' 
use in the business operation (telephone companies, for example). A 
difficult delineation is that between automobiles and pickup trucks 
and related vehicles. But general denial of credit on automobiles 
should be considered. 

Since automobiles are the chief category involved, the alternative 

B. summary 

AS under the income tax, fringe benefits create difficult problems 
with a value-added tax. The following, necessarily imperfect, solu- 
tions are recommended: 

1. I n  principle, if a particular commodity or service that is 
ordinarily taxable is provided an employee and if the employee would 
purchase the item if given money income instead, value-added tax 
should apply. Most instances, however, in which fringe benefits are 
provided are not this straightforward. 

2.  When goods are purchased by a firm for the specific purpose of 
giving them to employees, the firm would be denied credit for tax paid 
011 the purchases. 
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3 .  when a firm gives goods that it produces to its employees, it 
would apply value-added tax at the typical price at which it sells 
these goods. Whether it bills the employee for the tax is an internal 
matter for the firms. 

4 .  When the firm sells at an employee discount to its employees, 
the tax would apply to the discounted price, as long as the discount 
does not exceed a specified percentage. 

5 .  When a firm provides a service to an employee that requires no 
additional inputs, value-added tax would not apply. 

paid by a firm for meals and drinks under all circumstances. The same 
policy should be considered for automobiles. 

6. There is merit in disallowing the credit for value-added tax 




